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SOUTHWARD 
ENERGY LTD. 


PRESIDENT’S MESSAGE 
To the Shareholders: 


In reviewing the past year, | must first thank the staff and board of directors of Southward Energy Ltd. for their 
efforts and dedication in operating your company in a business climate that has not been conducive to 
profitability and growth. During this past year the volatility of oil prices and a continuation of soft natural gas 
prices and shrinking markets impacted on our ability to finance the company’s exploration budget. 


FINANCIAL 


During the year your Board of Directors made the decision to change its method of accounting from Successful 
Efforts to Full Cost. This was done to give a more accurate picture of Southward’s current net asset value as it 
appears on the balance sheet. This change will be of positive future benefit to the company as 1988 is projected 
to be avery active year for capital expenditures. To this end the Full Cost method of accounting will smooth the 
negative effect of any unsuccessful drilling on the profit and loss statement over anumber of years. 


GENERAL 


As stated in previous reports to the shareholders, your management had three main objectives to accomplish 
in 1987. 


Firstly, we established through exhaustive research that a breakthrough in natural gas sales for the industry 
would occur in the near future. Also because the large majority of Southward’s revenue is generated by oil sales, 
your board of directors issued a mandate to the staff to formulate a “gas search program.” This would 
accomplish two important results. With future markets available for gas sales and amore balanced proportion of 
revenue from marketing both oil and gas, the company would be in a much better position to effect growth and 
reduce the risks of exterior forces, such as O.P.E.C., impacting the stability of our cash flow. 


Additionally, we determined that a concentrated effort to secure firm long term gas markets prior to expending 
funds on gas exploration would be more prudent by assuring immediate marketability of new found gas 
reserves. To this end your staff procured three gas markets for a potential of twelve million cubic feet of gas sales 
per day. 


Secondly, we required proper financing to establish an exploration budget for the “gas search program.” This 
presented more of a problem than expected with three disappointing events that delayed the securing of 
financing until recenlty. These three disappointments came about over a period of nine months and culminated 
in the disastrous events of the stock market plunge in October 1987. The final method of financing took the form 
of a joint venture with a private oil and gas company. Although we view this as a temporary method of funding 
our exploration budget, it is ideal in that there is no dilution of equity or debt associated with it. 


The third objective is the search for new oil and gas reserves. Southward acquired the technical support of 
Mr. Lorne Hill, an experienced and successful geologist, who now heads up our exploration department. 
Through Mr. Hill’s efforts, the company has designed several gas “plays.” The successful drilling of these 
prospects will allow us to generate immediate cash flow. Although only one exploration well was drilled last 
year, we anticipate that ten or more wells will be drilled during 1988. 


Southward’s Board of Directors is projecting a banner year for the company. Recent stock prices for your 
company’s shares should not be used as a barometer for future prices based on a successful exploration 
program. 

Many junior resource companies are attempting to create growth by purchasing oil and gas reserves. The newly 
formed junior capital pool companies or “nickel” deals have taken this route in order to accomplish their “major 
transaction.” Southward is committed to growth and profitability through basic exploration efforts. Any 
successful oil and gas company requires hard work and skill from their staff to foster growth. With any degree of 
“good luck” in exploration, growth can be dynamic. 


Your board of directors and staff anticipate dynamic growth for your company in 1988! 
On behalf of the Board of Directors: 


zo j Js 
R.W. Kiser, 
President 


SOUTHWARD 
ENERGY LTD. 


OPERATIONS 


As Vice President of Operations of your company | am pleased to submit the following report covering 
Southward’s 1987 operations and our 1988 future projects. 


1987 Operations 


As a result of a limited 1987 captial budget the company’s activity was restricted to the acquisition of a 25% 
working interest in approximately 2500 acres of Alberta crown lands and the drilling of one unsuccessful well and 
completion of aGlauconite gas well. As a result of these operations additional cash flow from the completed well 
is expected to range from 3 to 4 thousand dollars per month when tied in and placed on stream. The company Is 
currently reviewing a farmout proposal on one section of the purchased lands. 


Future Projects 
The company’s 1988 budget incorporates prospects which are 80% low to moderate risk and 20% exploratory. 


Southward recently posted certain Alberta Crown lands for the August 1988 sale. If these lands are successfully 
acquired as many as two wells will be drilled for Devonian gas potential this fall and winter. 


The company also committed to farmin on certain Alberta lands in the Big Valley area. Awell should be spudded 
before the end of June 1988 on these lands. Southward will retain a5% working interest after payout in the test 
well and option lands. The propect is a seismically controlled extension to proven reserves in excess of 200 
thousand barrels of oil per quarter section. 


Your company is currently reviewing a farmin opportunity on additional Alberta lands to provide for further 
drilling activity of up to six wells through the last calendar quarter of 1988 and the first quarter of 1989. These 
lands offer gas potential to further satisfy the company’s gas contracts. 


Southward has several other projects at various stages of development. These mostly gas related prospects will 
be brought to a commitment stage (farmin or crown purchase) as our exploration staff completes each study. 
Southward’s interests in these opportunities will range from 10% to 50%. 


Southward recently participated in the drilling of two successful Alberta wells for which the results are identified 
in the 1988 second quarter report. The company will also be joining in the drilling of a development well in 
Saskatchewan which should be spudded in early May of 1988. 


Saskoil et al Willmar, Saskatchewan: 


Southward will hold a 9% working interest in the drilling of a potential oil well to be spudded after breakup. This 
development well is an extension to the 9 successful oil wells participated in by the company from 1984 through 
1986 in which Southward holds an average interest of 14%. The proposed location is directly adjacent to one of 
Southward’s best wells which has produced at rates approximating 160 barrels of oil per day. 


Southward’s exploratory budget for 1988 and 1989 currently includes acquiring land and seismically defining and 
drilling D2 reefs in central Alberta. 


Southward recently agreed to participate to the extent of a 20% working interest with four other companies to 
jointly explore for these reefs. The high cost of shooting seismic in the area will be mitigated by using a unique 
technique to locate bypassed anomalous structures which remain undrilled. Anomalies defined using this 
approach will be high-graded using conventional seismic data. 


To date adozen or more undrilled features appear to exist. The five best anomalies have been chosen for further 
analysis. Successful acquisition of the mineral rights would lead to a winter seismic program to confirm the 
structures. Seismic costs covering these lands range from 25 - 50 thousand dollars per anomaly. Wells would be 
drilled at a cost of about $550,000 cased. Successful wells could yield some 1 - 5 million barrels of crude oil with 
production rates ranging from 500 to 5000 barrels of oil per day. 


Southward’s mandate is to explore for and develop natural gas and crude oil sufficient to meet Southward’s 
increasing contract requirements. Accomplishment of this mandate will provide cash flow sufficient to sustain 
an active exploration program coincident with building the company’s asset value to justify substantial increases 
in common stock trading prices. 


ib Respectfu lly, 


—— od 


SV 


S.W. Kiser, 
Vice President, Operations 


eens 


ST. LOUIS, GEIB 


SOUTHWARD ENERGY LTD. 
CONSOLIDATED FINANCIAL STATEMENTS 
AUGUST 31, 1987 


AUDITOR’S REPORT 


The Shareholders 
Southward Energy Ltd. 


We have examined the consolidated balance sheet of Southward Energy Ltd. as at August 31, 1987 and the 
consolidated statements of operations and deficit and changes in financial position for the year then ended. Our 
examination was made in accordance with generally accepted auditing standards, and accordingly included 
such tests and other procedures as we considered necessary in the circumstances. 


In our opinion, these financial statements present fairly the financial position of the company as at August 31, 
1987 and the results of its operations and the changes in its financial position for the year then ended in 
accordance with generally accepted accounting principles applied, after giving retroactive effect to the change 
in the method of accounting for gas and oil properties as explained in Note 2 to the consolidated financial 


statements, on a basis consistent with that of the preceding year. 


Calgary, Alberta 
January 25, 1988 


SOUTHWARD ENERGY LTD. 
CONSOLIDATED BALANCE SHEET 
AUGUST 31, 1987 


St. Louis Geib 
Chartered Accountants 


ASSETS 
1987 1986 

Current 

CESS) oy sag cle bro ode Beta etd he Cee Sanpete anager A gg $ 678 § 314 

EGO UIISE COIN GIO Carer ee ta eae y re eier cree edie foertilinie iia gicde. tie ee oleracea Bie 90,312 49,711 

90,990 50,025 
BICC CMe) MEE ic Sit) os eeeet en aiecns ions She Ware AVG bluse tuo a fed weve w Slama 1,136,149 1,044,790 
$1,227,139 $1,094,815 
LIABILITIES 

Current 

BAlpKeinGl COLCCMESSHUND LE tat ere ta spate oe ane cis ale ore fads hoes, lors) cits 4» ehaeleh oe evens « $ 110,574 $ 250,000 

ECOLINTS DavVaDle AMG acChUed Weeie es Wot cielo km ot bets saclesaiae + eee s eewlsts 143,065 148,665 

253,639 398,665 
Gavel GeEDeMnvUresM NOTE 5) ic aictuiesiaeersuhie wb Shee se fois bles caw swe wine os 265 ,000 a 
Contingency (Note 6) 
SHAREHOLDERS’ EQUITY 
SUI GRY OLE MONO) VAT emacs Dean eib iG chon Werte cigna 3 eco c ii earee Raker ae Or Pca are 1,488,029 1,388,029 
LG eRe hee ae eer Ret REN Pay SPaPr HEN aA mene o rs tsa: eifenelvale har ta) Wate haus beats (811,609) (723,569) 
C PALIN CSET AIIS a TIOM AIR tan teenie eric ee re arom rot oS ec eaclas alpen ste otetisys 32,080 31,690 
ata : 708,500 696,150 
$15227,139 $1,094,815 


On behalf of the Board: 
R.W. Kiser, Director 
S.W. Kiser, Director 


ST. LOUIS, GEIB 


SOUTHWARD ENERGY LTD. 
CONSOLIDATED STATEMENT OF OPERATIONS AND DEFICIT 
FOR THE YEAR ENDED AUGUST 31, 1987 


1987 1986 
Revenue 
Operators fees) iene ecrabuals a9 Oo once samen stam ee RaEnI ret eu iiarsie 8 MEE eon ees meee $922,211 $3,012 
PFOCUCTIONN ii ten OOM Miner tetas tak A agen ues TTD Ue Re ck oe oe 306,111 462,883 
Interestearniedy ee ee er TE Var es ea Van atatattanl ean pa IE aT ge ee 125 4,298 


328,447 470,993 


Direct expenses 


Operating: vies secede uh k iad ake eae, Meet at at een erat ae Cane tia 56,387 102,578 
Depletioniand depreciation ne arsine recite cis walters meee eee ie ocean 106,579 133,004 
162,966 235,582 
Revenue fromopenrations: jaime cotati site ala any sana seca erg tae eee 165,481 235,411 
Other expenses 
Generaland administrative jy saceu sie cs sree tele ee Senne ereeettal guile SoU ca Saint et ee 206 ,347 194,394 
Interest and Damkicharees il i/.5 i ciew ci alo oe teksts oa ere et eek taste ins exe ree 19,740 21,520 
Debenture interest: Wal hts along ete tae bia aerate eke eet ean en etn 17,748 


243,835 215,914 


Operating loss (income) before undernoteditem ......... peel A terete hair ere See anne 78,354 (19,497) 


Write down in carrying value of petroleum and natural gas properties (Note 3) .... 9,686 133,012 


LOSS fOr ThE VEAL re sk aie lee gk Vaca as ane a rey ot ste Satan gee RRO ee CE ree ce ee 88,040 113,515 
Deficit beginning Of Year i250) cs crse ein en elena er ave enter eee Ae al 723,569 610,054 
Deficit end Of yeatiiG. oc s yee ee sae sabe oe tae et oe ee $811,609 $723 ,569 
Net loss per shares) eis wists! ’ea eos rate gi eter ee et ae ate ma ee ate $ .04 $ .05 


ST. LOUIS, GEIB 


SOUTHWARD ENERGY LTD. 


CONSOLIDATED STATEMENT OF CHANGES IN FINANCIAL POSITION 


FOR THE YEAR ENDED AUGUST 31, 1987 


Operating activities 


Loss for the year 
Charges (credits) to income not requiring cash 

Effect of exchange rate changes on working capital 

Depreciation and depletion 


Cr rd 


¢} fe; jo) 4) ef ie; Fe) (0) s6) 0) ete) fe nevlelve te 


Ce 


Write down in carrying value of petroleum and natural gas properties . __ 


Net change in non-cash working capital balances related to operations ....... 


Financing activities 
PRO GCCOSOLSNATC SUDSENI LOM ee arncc i le ois) myc 4:5 Goole sh) slors oS oie sate wre e Wisi sie 
Proceeds of flow through shares 
Allocation of drilling costs to share capital 
Issuance of debentures 


Co 
Cie were se) 8s e's 6 ©. -# 00: .6 © e, 01/4) @)/e (6).61 10, ©, 0) 9) 6) 6 0) .4) 6 


ee 


Investing activities 
Acquisition of fixed assets 
Allocation of drilling costs to flow through share subscribers 
Government grants 
Proceeds on sale of petroleum and natural gas properties ...............055. 
EhOCeCe ds. Ola Sale Ol ALO pers ye aye ite Perel feral Sh ahd lie GaN ie naa heel me hela 


ee 


Ce 


oe) 0 16) 10) © 1elrels! ©) 0) © 610] © 6 8 © 6 1@ 0: © (4)'9) 6) .6 G18) 6) 6. © (0 [0,16 107.0) 01 (6 (0) (61 @)0) 0) 61 9: 10: @ 0, 6 (eo: 02.010 


pie. Sel eiLe) 6.) 6) 66] 6. @ (elo .¢) 6) 1010) 0) ©) 0) (0116, 0: 0: 0) 6: @ 14) (0) 0) 6.6 6:6, 10) (01:6), (0: (e) 8) (0) (0:1 wi te: 


Changes in cash during the year 
asIVAGDeSINIMING OF, VEAaiiern sis. yoccs ona ay. oes iia a hsrih beg culnUahaich Nia ho coin easiatesofiie’ kes 


Casi AL ENG OL VOAr eos. o's uy aceereiedn tie Ore PNG pb gr hem AcE ae LAL A Need Jo 


* Cash at end of year consists of short-term bank borrowings less cash. 


1987 


(88,040) 


390 
106,579 
9,686 


283615) 


(46,201) 


(17,586) 


100,000 


265 ,000 


365 ,000 


(212,670) 


4,777 
269 


___ (207,624) 


139,790 


(249 686) 


$(109,896) 


1986 


$ (113,515) 


6,416 
133.004 


133/012 


158,917 


(211,702) 


(52,785) 


31,080 


(288 ,946) 


39,260 


$(249 686) 


ST. LOUIS, GEIB 


SOUTHWARD ENERGY LTD. 
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS 
FOR THE YEAR ENDED AUGUST 31, 1987 


SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 


Southward Energy Ltd. is a publicly traded company engaged in the oil and gas business and is incorporated 
under the Alberta Business Corporations Act. These financial statements are prepared in accordance with 
generally accepted accounting principals, the more significant of which are: 


a) 


Consolidation 


The consolidated financial statements include the accounts of the company and its wholly-owned 
subsidiary, Southward Resources Inc. 


Oil and gas operations 


The company follows the full cost method of accounting in accordance with the guideline issued by the 
Canadian Institute of Chartered Accountants whereby all costs associated with the exploration for, and 
development of, oil and gas reserves, whether productive or unproductive, are capitalized in cost 
centres. Such costs include land acquisition, drilling, geological and geophysical expenses related to 
exploration and development activities. 


Gains or losses are not recognized upon the disposition of oil and gas properties unless such a 
disposition would change the depletion rate by 20% or more. Gains and losses are recognized upon the 
disposition of other assets. 


Carrying values of oil and gas properties and share capital are reduced by grants received and 
transferred to flow through shareholders. Other grants earned under various government incentive 
programs are accrued and applied against the related expenditures. 


Depreciation and depletion 


Furniture and fixtures are depreciated on a 20% declining balance basis. Tangible equipment, oil and gas 
properties and intangibles are depleted on the unit of production method, based on proven reserves of 
oil and gas as determined by independent engineers and management's estimates. Natural gas reserves 
are converted to equivalent barrels of oil based upon the relative energy content of each product. In 
calculating depletion, gross proven reserves (before royalties) are used. Cost centres for purposes of 
calculating depletion are segregated between Canada and the United States. 


Ceiling limitations 
The net carrying value of the company’s oil and gas properties is limited to an ultimate recoverable 
amount which is the aggregate of future net revenues from proved reserves and the costs of unproved 


properties net of impairment allowances, less future operating costs. Future net revenues are estimated 
using year-end prices discounted at 15%. 


Income taxes 


The company accounts for income taxes by the tax allocation method, whereby income tax expense is 
detemined as the amount that would be payable if staturory tax deductions for drilling, exploration and 
property acquisition costs and for capital cost allowances were claimed for tax purposes at the same rate 
as the related depletion and depreciation provisions charged against income. 


Foreign currency translation 


The company translates the accounts of the U.S. subsidiary to Canadian dollars by translating the 
balance sheet at the rate in effect at the year-end date. The statement of operations is translated at the 
average rate for the year. The effect of the translation is included in shareholders’ equity. 


CHANGE IN ACCOUNTING POLICY 


During fiscal 1987, Southward changed its method of accounting for gas and oil exploration and development 
activities from the successful efforts method to the full cost method. 


Previously, a provision for the impairment of the capitalized carrying value of petroleum and natural gas 
leases and associated drilling and equipment expenditures was made based on the estimated net realizable 
value of reserves, on a project by project bases. Impairment is now measured on a cost center basis. As well, 
dry hole, lease rental, geological and geophysical costs previously charged to expense in the year incurred 
are now Capitalized. 


ST. LOUIS, GEIB 


SOUTHWARD ENERGY LTD. 
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (Cont.) 
FOR THE YEAR ENDED AUGUST 31, 1987 


2. Change in Accounting Policy (Cont.) 


These changes have been applied retroactively, as outlined in Note 1 (b) and have increased amounts 
reported in 1986, for net petroleum and natural gas properties by $105,039 and reduced the deficit by 
$35,983. The loss reported for fiscal 1986 was reduced by $60,461 while cumulative losses prior to 1986 
OT ae by $24,878. The reported loss for fiscal 1987 was decreased by $608,153 as a result of converting to 
full cost. 


3. FIXED, at Cost 


1987 1986 
PeIrOleunianc natlital.cas DIODEmIeS ete mans, cameo hee celsiaiue hin we ero.atie : $1,474,099 $1,294,754 
PeIGMLUIEC HANI] EQUIDITICNL. -scthac sch ene eu on tas Se ete a sae Suet tetas atte 8 32,663 14,070 
1,506,762 1,308,824 
Fess. accumulated'depletionrand, depreciaiony 22nat<- sess. -64)-\tbicaces - 370,613 264,034 


The carrying value of the petroleum and natural gas properties was reduced by $9,686 (1986 - $133,012) to 
reflect the aajusted value of the underlying oil and gas reserves. The write down was calculated using the 
value of the company’s proven oil and gas reserves as estimated by an independent engineering 
consultant using year-end prices discounted at 15%. 


The company has unused cumulative Canadian oil and gas property expense of $310,668, cumulative 
Canadian development expense of $118,956, cumulative Canadian exploration expense of $470,899 and 
earned depletion of $54,610, available to reduce future taxable income. 


4. BANK INDEBTEDNESS 


The bank loan is payable on demand and bears interest at prime plus 1.5%. A floating charge debenture is 
pledged as collateral against the loan. The company also has a letter of credit outstanding in the amount of 
$107,000. The letter of credit has subsequently expired. 


5. CONVERTIBLE DEBENTURES 


12% debentures: a floating charge subordinated to the bank is pledged as collateral for the 
debentures. Interest is payable quarterly. The debentures are convertible to common 
shares at a price of 66.67 cents per share. The debentures are repayable December 15, 1988 if 
not converted before then. $165,000 
10% debentures: these amounts are unsecured. Interest is payable on maturity. The 
debentures are convertible to common shares at a price of 50 cents per share. The 


debentures are repayable May 20, 1989 if not converted before then. 
100,000 


$265 /000_ 


6. CONTINGENCY 
The company is a defendant in an action arising from the fiscal 1985 drilling of certain oil and gas properties 
which were placed on production during the year. The plaintiff's allege to hold an interest in the respective 
properties. The company is not able to estimate the effect, if any, on earnings which would result from 
settlement in the plaintif’s favor or on the resultant carrying value of the company’s investment. 


7. SHARE CAPITAL 


1987 1986 
Authorized 
20,000,000 common shares without nominal or par value 
ISSCC 56,5 SHARES M900, LOO, SID) cae ehotands aette eae ays alte Wale aves siaitey «tu $1,388,029 $1,388,029 
TGIDCNSSUCC O77 HOS ales (LOGO NID ink oo ota wer nics Se Re niccee eigee ofac eles 100,000 a 


$1,488,029 $1,388,029 


ST. LOUIS, GEIB 
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SOUTHWARD ENERGY LTD. 
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (Cont.) 
FOR THE YEAR ENDED AUGUST 31, 1987 


On March 2, 1987 the issued share capital of the company was consolidated on the basis of one common 
share for each three then presently issued. The authorized capital remained unchanged. All references to 
share capital in these financial statements represent post consolidation amounts. 

A subscription agreement was signed April 24, 1987 whereby the company offered 277,778 shares in 
exchange for $100,000. A further 277,778 shares were reserved for warrants. The warrants have an exercise 
price of 40 cents and expire April 23, 1988. To date, neither the shares or warrants have been issued out of 
treasury. 

On September 15, 1987 there were stock options issued in respect of 165,000 common shares exercisable at 
45 cents per share. On September 18, 1987 there were further stock options issued in respect of 25,000 
common shares exercisable at 45 cents per share. All of the options expire two years after issuance and were 
granted to directors and employees of the company. 


NAME CHANGE 
On March 2, 1987 the company changed its name from Southward Resources Ltd. to Southward Energy Ltd. 


RELATED PARTY TRANSACTIONS 

During the year, the company paid remuneration to, officers and/or directors or their nominees in the 
amount of $90,167 (1986 - $67,200). Included in accounts payable is an amount of $18,682 (1986 -$22,682) 
payable to the wife of a director. This amount bears interest at prime plus 1%, is without fixed terms of 
repayment and was originally advanced as a working capital loan. Also included in accounts payable are 
unpaid management fees of $4,838. 


SEGMENTED INFORMATION 


The company conducts its petroleum and natural gas activities in Canada and the United States. Details of 
significant financial statement items are as follows: 


1987 
United 
Canada States Consolidated 
Net lOSS os ene eee et ewe ee $ 83,342 $ 4,698 $ 88,040 
Identifiable:assets:))2 iy a ict en Oe eee ee $1,194,114" ~¢ $1 337025 $1,227,139 
Capital expenditures’ e0itchia a. oe ort terete, neta ee ee $ 202,276 $ 10,394 $ 212,670 
1986 
United 
Canada__—_—___ States Consolidated 
NetdOssi: seth ehh Aiea hare fee aa Siete 1 om $ (966) $114,481 $...113 545 
[dentifiablerasSets: assess pee oe ot Se Oe tre A ee $1,059,574 $ 35,241 $1,094,815 
Capitaliexpenditures: (2. o2uta.d saree ae nae en Cae $ 359,384 $ 9,680 $ 369,064 


INCOME TAXES 


As at August 31, 1987 the company had losses for income tax purposes in the amount of $235,102 which are 
available to reduce future years’ taxable income. The losses and their respective years of expiry are as 
follows: 


1989 $116,247 
1990 23,984 
1991 14.363 
1992 80,508 

$235,102 
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